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THE REVENUE ACT OF 1945 aie 


pA NACTMENT of the Revenue Act of 1945 provides an 

appropriate opportunity for a comparison of the new 
tax law with some of the recommendations that have been 
made relative to the steps to be taken in tax revision. Among 
the various tax plans, that issued by the Committee on 
Postwar Tax Policy! laid more definite emphasis than 
others upon the policy of tax change to be observed during 
the transition period to which the new law primarily ap- 
plies. Principal use will therefore be made of this program 
in the following discussion, although it is well known that 
some of the features in the 1945 Act were advocated in 
various tax plans. 


It should be noted at the outset that the problem of tax 
revision during the transition period involves a certain 
conflict between our immediate desires and our conception 
of the long-range public interest. This was recognized by 
the Committee by the attention it directed to the dual need 
of 1) closing the deficit gap and establishing a balanced 
budget by the end of the transition period, and 2) reduc- 
ing or eliminating those taxes which, at wartime rates, 
would be most restrictive upon the reconversion effort. In 
other words, tax reduction, in the aggregate, should follow 
and depend upon the reduction of expenditures, and such 
tax relief as was to be given should be provided in the way 
best calculated to release the brakes on industry and trade. 


The conclusion from these premises is that the tax 
changes for which a warrant now exists should be primarily 
those that provide a greater freedom of opportunity for 
new investment, business expansion, and vigorous response 
of the economy in providing more jobs and larger produc- 
tion. Accordingly, the Committee in common with other 
tax planners, proposed 1) complete repeal of the excess 





1 The Committee on Postwar Tax Policy, A Tax Program for A Solvent 
snows, Chapter 12, The Ronald Press, 1945. Hereafter referred to as the 
ommittee. 
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a 
profits tax; 2) repeal of the capital stock tax and declared 
value excess profits tax; and 3) the beginning of a reduc- 
tion in the total rate (normal and surtax) on ordinary 
corporation income. 


In its final form the Act of 1945 does these things. It 
completely repeals the excess profits tax as of the end of 
1945. The basis for this action is that the excess profits 
tax has no justification except as an emergency war meas- 
ure. There is no place for such a tax in the peacetime 
economy, even at a reduced rate. Whatever the rate may 
be, the effect of the tax is to set a ceiling on profits and 
thus to interfere with the function of profits in the normal 
economy. This function is to stimulate the flow of invest- 
ment and to guide that flow into the channels where addi- 
tional investment is most needed. Retention of the tax, 
even for one more year, would have been a barrier to free 
and rapid reconversion and to the inauguration of plans for 
business growth, the creation of jobs, and the increased 
production of consumer goods. 


The figures that have been published relative to the 
amount that would remain in corporate treasuries, by 
reason of repeal of the excess profits tax, are based on large 
elements of uncertainty. At this time they are necessarily 
grounded on forecasts as to the volume of corporate earn- 
ings in 1946 and later years. But there can be no assurance 
whatever that any such prediction will be borne out. These 
estimates are inevitably colored by reference to the inflated 
conditions of war demand and war production. To the 
degree that they overshoot the mark, and they are probably 
over rather than under, they exaggerate the tax saving 
which the repeal will produce. 


The advantage of immediate repeal does not go, neces- 
sarily, simply to the 19,000 corporations that would be 
subject to excess profits tax under present conditions, after 
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giving effect to the $25,000 exemption. In the competitive 
struggle for business that lies ahead, other corporations 
would be exposed to liability for this tax if they happened 
to be sufficiently successful. This would be particularly true, 
as the Finance Committee points out, because the passage 
of time and the emergence of new lines of business render 
the base period 1936-39 more and more obsolete as a 
proper measure of standard or normal profits. Some of the 
corporations which have been paying the tax during the 
war years may continue to earn at a rate which would 
have made them liable, had the tax been extended. That 
is, there may be instances of liberal, even high profits in 
the. years just ahead. This, however, provides no reason at 
all for retaining the tax. Under a competitive regime, the 
best remedy for high profit is high profit. Investors are 
thus put on notice as to where the most attractive invest- 
ment opportunities lie, or where the risks of new enterprise 
are greatest. Eventually, the equalizing forces of competition 
tend to bring all profits into a range that may be considered 
equitable and reasonable, taking into account the relative 
risks involved. But the pioneers in new fields will always 
be assuming further risks which will mean, for a time, 
exceptional profits for those who are successful. As long 
as the conditions of a dynamic economy prevail there can 
not be, and should not be, a complete equalization of 
profits. Any tax law which undertook to effect an equal- 
ization by skimming off the cream from the more success- 
ful ventures would thwart the entire process of economic 
growth. 


It does not follow, either, that the kind of tax change 
for business which the Congress has adopted, means tax 
relief for the rich at the expense of the poor. Criticism of 
this sort ignores the manner in which the economy works 
as well as some well-established facts about the ownership 
distribution of venture capital. The incomplete study of 
the latter subject which was published in the Committee's 
report indicated that a third (34 per cent in 1941) of 
all dividends reported by individuals were received by 
persons with net incomes under $5,000 and about 
half, (47 per cent) under $10,000. Since persons with 
incomes under the filing requirements are not included in 
the tax returns, the available data understate the amount 
received by all persons with low incomes. It was also found 
that there had been a steady rise in the proportion of total 
dividends that was reported by the low income groups. To 
the extent that a reduction of the corporate taxes may per- 
mit payment of larger dividends, there will be millions of 
persons with small incomes who will benefit thereby. 


With respect to the charge that reduction of the cor- 
poration taxes involves, in some way, a penalty on the 
poor, it seems hardly necessary to point out that there can 
be no bona fide help for the poor, even through government 
benevolence, without a vigorous recovery of business activ- 
ity which will provide more jobs, better wages, and a supply 





of goods at lower prices. Tax revision that will promote 
such recovery is a boon to all workers. 


With respect to the carry-back of unused excess profits 
credits, the Committee proposed a two-year period after 
repeal in which this privilege would be permitted, subject 
to such improvements as may prove necessary in order to 
prevent abuse. The new Act provides for a one-year exten- 
sion of the carry-back. The Finance Committee report im- 
plies that one year will be sufficient to permit all needed 
adjustments of excess profits by a carry-back of unused 
credit from the year 1946. Retroactive legislation designed 
to prevent abuses and to correct any possible inequities in 
the carry-back provision is promised for the near future. 


The case for the repeal of the capital stock tax and the 
declared value excess profits tax rests on the removal of 
these major irritants to business management rather than on 
the amount of tax saving as such that would be involved. 
In fact, the tax saving will be less than the amount of these 
taxes, since they have been deductible items in the deter- 
mination of net income. Hereafter, net income will be 
larger by the inclusion of such amount as would have 
been paid under this pair of taxes. 


The Committee proposed that a beginning should also 
be made in the reduction of the tax rate on ordinary cor- 
poration net income. Having recommended that eventually 
the corpotate surtax be eliminated, the logical manner of 
effecting the preliminary reauctions would be through a 
lowering of the surtax rate, which has been 16 per cent. 
The case for some easing of the total rate is clear. Only a 
small proportion of all corporations, at best, would experi- 
ence the tax relief to be provided through repeal of the 
excess profits tax. A cut in the tax rate applicable to all 
ordinary corporation income is the only logical way of 
spreading this aspect of the benefit to be gained from the 
decrease of taxes on corporate business. 


The Act of 1945 makes a beginning here. Corporations 
with surtax net incomes above $50,000 get a reduction of 
two percentage points, making the total rate 38 per cent. 
Corporations with surtax net incomes under $50,000 will 
pay effective rates of surtax rising from 6 per cent to 14 
per cent, according to the amount of such net income. The 
maximum combined rate for this group of companies will 
be 36 per cent. 


It is encouraging to find that a beginning has been made 
in the reduction of the corporation tax rate. This may be 
taken to indicate that Congressional leaders are aware of 
the abnormality of a high corporation income tax rate under 
normal peace conditions. In fact, corporations have never 
paid more than 16 per cent, as an ordinary income tax 
rate, except in the period which began in 1939, when the 
rate was advanced to 19 per cent and later by stages to the 
40 per cent level. There is no experience by which to judge 
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of the effects of taxes of this magnitude upon the well- 
being of business, which is so vital to the well-being of 
the whole economy. On the contrary, the history of the 
income tax suggests clearly that we should return to 
moderate standards in this respect. 


Such a course is recommended by the Committee in its 
proposal that the goal for the long-range tax system should 
be an equality of initial tax rate on all income, however 
gained. This recommendation grew out of the realization 
that economic initiative is displayed in many ways, and 
that a general promotion of efforts to gain income is essen- 
tial to the achievement of other goals such as high level 
employment and ample production. A basic equality of in- 
come taxation removes any barriers that would be set up 
by the imposition of penalties or the bestowal of favors 
in taxation. 


The treatment of individuals in the new tax bill can be 
described as quite moderate. The new law reduces the tax 
rate in each surtax bracket by 3 percentage points and 
authorizes the same personal exemptions and credits for 
dependents under the 3 per cent normal tax as for the 
surtax. So far as concerns the tax to be paid by each person 
subject to surtax, the effect is the same as would have been 
produced by repeal of the 3 per cent normal tax while 
leaving the surtax scale of the 1944 law unchanged. In 
addition, each taxpayer is authorized to deduct 5 per cent 
of the amount of tax found to be payable. 


There has been and will be much discussion over the 
wisdom of repealing, or virtually repealing, the normal 
tax. In the forms that will be necessary under the new 
law, a separate computation of normal tax will be neces- 
sary. Thus it retains one complication which could have 
been avoided by a repeal of the normal tax, while leaving 
the former surtax scale unchanged. 


The advantage of greater simplicity was the principal 
reason for the Committee’s advocacy of repeal. Under its 
proposal, only those persons who received partially tax- 
exempt interest would be required to make a separate 
computation. Under the 1945 Act all taxpayers must com- 
pute normal tax as well as surtax. 


The debate is not directed, however, at the issue of 
simplicity versus complexity in the returns, but at the fact 
that the change, whether made through repeal or in the 
manner provided by the new law, will relieve a consider- 
able number of persons from income tax liability. Tumis 
number is currently estimated at 12,000,000, but that may 
prove to be somewhat high. In any event, it will be a 
substantial proportion of all those formerly subject to 
income tax. These persons obviously are in the low income 
groups. Liability to normal tax only, under the 1944 law, 
exists by reason that the taxpayer has net income in excess 
of $500, the exemption from normal tax, but not enough 


net income to exceed the total of his personal exemptions 
and dependency allowances. For example, a married person 
with two children would be subject to normal tax on all 
net income above $500, but he would not begin to pay 
surtax until his net income exceeded $2,000, since the 
allowance of $500 per person for the taxpayer, his wife 
and his dependent children would amount to $2,000. The 
Ways and Means Committee report on the 1945 tax bill 
contained an estimate that the revenue loss from this 
particular feature of the proposed change would be $310 
million in 1946. In other words, the amount of taxable net 
income subject to normal tax but not to surtax was esti- 
mated to be $10,346 million. It was estimated that 
12,060,000 persons were involved, which would mean an 
average normal tax net income received by persons subject 
to normal tax but not to surtax, of $858.00. Since normal 
tax net income is the excess of net income above a single 
exemption of $500, it means an average net income for 
those to be thus relieved of normal tax of some $1,358. 


There is no answer, by reference to any sort of rule or 
principle, to the question of where the lower limit of 
income taxation should be fixed. It is wholly a matter of 
expediency. During the war both fiscal and political ex- 
pediency warranted pushing the limit down as far as 
possible. The end of the war may be held to justify as much 
elevation of the exemption as is hereby provided, for 
various reasons: 


1. The normal tax is collectible, with certainty, only 
from persons in the employ of another to whom the with- 
holding requirements can be readily applied. There is no 
easy way of collecting the tax from the self-employed who 
would be liable for normal tax only. 


2. The elimination of about one-quarter of those from 
whom income tax must be withheld will simplify the 
withholding job and spare employers an appreciable amount 
of nonreimbursable expense. This expense has been of 
small consequence under the heavy war taxes, since it 
meant paying out money on behalf of the government from 
one pocket rather than another. To the extent that corpo- 
ration taxes may be reduced, the incidence of withholding 
costs will be more clearly appreciated by employers. 


3. The relief from the normal tax is equivalent to up- 
wards of a 3 per cent increase in the “take-home” income. 
This advantage is, in fact, to be realized by all persons 
subject to income tax, but it has not had adequate con- 
sideration in the current controversies over wage increases. 


4. There is some merit to the argument for retaining a 
broad income tax base in the hope that the payment of 
some direct tax may contribute to an interest in govern- 
mental costs. While this is a logical expectation from the 
direct nature of the income tax, the withholding procedure 
tends somewhat to offset it by rendering taxpayers insensi- 
tive to that portion of their income which they never see 
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or handle. It has been found desirable, in promoting citizen 
interest in expenditure control, to supplement such stimulus 
as may be produced by the direct awareness of taxation 
with methods of organization and procedure that focus 
upon the specific problem. 


The logic which underlies the action of Congress in 
limiting the tax reduction for individuals, requires to be 
set forth frequently and definitely. 


It is apparent that individuals must supply a substantial 
portion of the revenues that the federal government will 
require. Normally this would be done through the indi- 
vidual income tax, although experience demonstrates that 
this tax is not dependable in periods of business decline. 
It is for this reason, among others, that the Committee 
emphasized the value and importance of excise taxes. In 
passing, it may be noted that the bill as enacted did not 
accept the House proposal for a reduction of the excise 
tax rates as of July 1, 1946, except with respect to the 
use tax on motor vehicles and boats, which is repealed. 


In accord with the premise that individual incomes 
must be the source of a substantial part of the federal 
revenue, it follows that the starting rate of tax, applicable 
to all such income, must be fairly high. During the war 
the initial rate on the incomes of all persons subject to 


Table I 


Estimated Net Reduction in Tax Liabilities For The 
Calendar Year 1946 Under the House Bill and the 
Finance Committee Bill, as Compared With Tax 
Liability Under Present Law 
(Millions) 





Amount of Reduction Under 


Finance Com- 


House Bill mittee Bill 





Allow same exemption for normal 
aN een ik sain cn ncttucdacbiiael $ 782 $ 782 


Reduce surtax rates by 4 percentage 
points under House Bill and by 3 
percentage points under Finance 


Committee amended Bill.............. 1,738 1,303 
Reduction of tax by at least 10 per 
cent under House Bill.................. 107 — 


Reduction of 5 per cent in normal 
and surtax under Finance Com- 
mittee amended Bill...................... — 559 





Total reductions in individual 
i he SAR a ee $2,627 $2,644 





Source: Report of The Committee on Finance, United States Senate, (to 
accompany H.R. 4309) 





both normal and surtax has been 23 per cent. This rate 
has now been lowered to 20 per cent. The effect of such 
moderate changes as were made in the individual income 
tax is indicated in Table I by the estimates of the revenue 
decline to be attributed to each feature. 


The entire yield of the individual income tax in calendar 
year 1946, at the wartime rates, is estimated to be $13,340 
million. It will be seen that either of the two bills would 
have produced a revenue decline of about 20 per cent 
from the amount that could be expected in 1946, if the 
highest income tax rates in our history were to be re- 
tained. And yet the average person will no doubt feel that 
the rate reduction provided ia the 1945 Act is extremely 
modest. 


The fact is that not much more can be done by way of 
reducing the individual income: tax rates, without serious 
results upon the revenue. The data given above confirm 
the results which have been reached by all who have investi- 
gated the distribution of income. The large proportion of 
total income that is found in the lowest income brackets 
gives great importance to the initial rate of tax that is 
applied. In this connection the estimates in Table II of 
income distribution and the tax that would be obtained 
under an assumed rate scale, as set forth in the Commit- 
tee’s report, are illuminating. 


Table II 


Estimated Distribution of Taxable Income With Tax Yield 
Derived From Each Taxable Income Bracket Under 
Rate Scale Ranging From 20 Per Cent to 





72 Per Cent 
National Income Assumed to be $125 Billion 
(Billions) 
Taxable Tax 
Taxable Income Brackets Income Yield 
$ O0O— $2,000 $30.55 $ 6.11 
2,000— 5,000 5.80 1.30 
5,000— 10,000 2.85 Yj 
10,000— 25,000 2.74 1.02 
25,000— 100,000 2.00 93 
“100,000— 500,000 61 34 
Over 500,000 ae a1 
Totals $44.71 $10.57 


Source: The Committee on Postwar Tax Policy, A Tax Program for A 
Solvent America, p. 
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The several income brackets in Table II include that part 
of each income which falls within the bracket. Thus, the 
bracket $0—$2,000 includes the first $2,000 of each tax- 
able income, and so on. This is the amount that is taxable 
at the first or starting rate of the tax scale. The estimated 
tax yield shown above indicates that almost 60 per cent 
of the entire tax is derived from this initial rate, which 
is applicable to the first $2,000 of each taxable income. 
Any substantial drop in this initial rate would be disastrous 
for the yield. For example, a rate scale which levied only 
a 10 per cent rate on the first bracket would reduce the 
tax in the above table by more than $3 billion. Complete 
confiscation of all income in the brackets above $25,000 
would not offset this revenue loss. 


Table II also brings out the fact that the tax rate 
progression on taxable incomes of $100,000 and above 
is largely window dressing, so far as the revenue is con- 
cerned. Under the assumed condition of national income, 
the total taxable income in the brackets from $100,000 up- 
wards is $780 million, of which $450 million would be 
taken in taxes at the suggested scale of tax rates. There will 
always be those who will argue that equity considerations 
demand the advance of the tax rate progression beycnid this 
point, regardless of the actual tax obtained, particularly 
while the low brackets must be subjected to a substantial 
tax. An equally important consideration would appear to be 
the effect upon economic incentives and the extent to which 
the repressive taxes may lead those whose services are 
worth $100,000 or more to relax their efforts, to the 
serious disadvantage of the volume of income in the low 
brackets. 


The tax reduction Act of 1945 is only a curtain raiser 
for the extensive revision of the federal tax system which 


.is slated to be undertaken, probably next year. It will be 


of interest to compare the revenue estimates under the law 
just enacted with some possibilities of further change. For 
this purpose the estimates under the Finance Committee 
Bill are used in Table III. 


Obviously, there are other ways of making such tax cuts 
as may be intended. The total of the second column would 
support a budget of approximately $18 billion. If the 
federal expenditures can be brought down to such a level, 
here is one way of getting that amount of money. In the 
judgment of the Committee on Postwar Tax Policy, as ex- 
pressed in its report, revision somewhat along the lines 
suggested in the second column of the table would be in 
the direction best calculated to promote the best interests 
of the economy. 


Whether one agrees in every detail with the deductions 
that are implicit from the above table, there can hardly be 
dissent from the proposition that the only assured method 
whereby the federal tax burden can be reduced from its 
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Table III 


Revenue Estimates for the Calendar Year 1946 Under the 
Finance Committee Bill, and for a Later Year, 
Giving Effect to Certain Assumed 
Tax Rate Changes 
(Million) 


"Estimated Yield, 1946, Assumed 
Tax Finance Committee Yield, 194x> 





Corporations ' $ 3,103 
Individuals 9,300 
Excises 
a) subject to war 
excise rates 


b) all other 


4,000 
450 
1,000 


Subtotal, excises 
Customs 
Miscellaneous receipts 


$26,465 $17,853 


WOtal s..20<2. ate 


a. From Report of the Finance Committee, U.S. Senate, on H.R 
4309. 

b. Assumptions by the writer. These yields are made on the fol- 
lowing assumptions: 1) a corporation rate of 19 per cent, levied 
on the same net income as in 1946; 2) the individual tax rate 
scale is reduced from that of the 1945 Act by 1 percentage point, 
and a credit is assumed for dividends at the initial rate of 19 per 
cent; 3) repeal of the war excise rates, as proposed in the House 
Bill, would reduce excise yield by $1,041 million in 1947. It is 
assumed that enough further reduction would be made to bring 
the total excise tax yield down to $4 billion; 4) the miscellaneous 
receipts are not itemized, but the large total shown must include 
receipts from the disposal of surplus property. This procedure 
will extend over some years and for a time may level off at about 
$1 billion a year. 





level of $26.5 billion in 1946 to $18 billion or less in 
some future year is through such drastic reduction of the 
federal spending as tu permit this outcome. There was much 
interest in tax reduction as the 1945 Act was enacted, and 
some complaint that the cuts were not greater. A few, but 
not many, voices were raised to emphasize that there can 
be only illusory relief from taxation unless and until the 
spending is also reduced. The people and their political 
leaders should be clamoring now for reduction and control 
of expenditures. The prudence and economy of today 
bring tomorrow’s tax relief. The foolish spending of today 
is the source of tomorrow's tax burdens. It is for the 
people to decide, today, what they will have for tomorrow. 
Under the democratic process the people, like a sleeping 
giant, do not always realize their own strength. They can 
determine, now, whether tomorrow’s tax burden shall be 
light or heavy, and no one can deny them. 
HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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